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Small Business Tax Benefits: 
Overview and Economic Rationales 



Summary 

The federal tax burden on small firms and its implications for their performance 
and rates of formation and growth is one of those policy issues that never seems to 
vanish from Congress’s legislative agenda. Continuing congressional interest in the 
issue has set the stage for the enactment of a string of legislative initiatives in the past 
decade or so to reduce this burden. The 110 th Congress, like many of its 
predecessors, is considering various proposals to expand current small business tax 
preferences, or create new ones. 

This report describes the principal federal tax benefits for small firms and 
examines the economic arguments for and against them. It will be updated when new 
benefits are added to the federal tax code, or current ones are modified or repealed. 

While the federal revenue cost of existing small business tax preferences is not 
known, estimates of the revenue lost because of federal tax expenditures indicate that 
this cost could exceed $1 1 billion in FY2007, according to the Treasury Department 
and Joint Committee on Taxation. The following small business tax benefits have 
the broadest reach outside agriculture: the taxation of small firms as passthrough 
entities, the graduated rate structure for the corporate income tax, the expensing 
allowance for equipment under Section 179 of the Internal Revenue Code, the 
exemption of some small corporations from the corporate alternative minimum tax, 
cash basis accounting, and the exclusion from taxation of capital gains on the sale or 
disposition of certain small business stock. 

These benefits raise numerous interesting and significant policy issues. For 
many economists, a key issue is whether or not preferential tax treatment for small 
firms can be justified on economic grounds. If such a justification cannot be found, 
then proposals to further enhance small business tax preferences may distort the 
allocation of economic resources among sectors. 

Proponents of targeting tax relief at small firms say such relief is justified for 
several reasons. First, they claim that small firms create singular opportunities for 
social and economic advancement. Second, proponents point to evidence that rates 
of small business formation are sensitive to tax rates. Third, small firms account for 
significant shares of national income, jobs, and technological innovations. Fourth, 
they can serve as powerful agents for economic renewal and structural change. And 
last but not least, proponents maintain that small firms face constraints on their 
ability to raise capital in debt and equity markets that do not apply to most large, 
established firms. 

Critics of small business tax preferences argue that it is difficult to justify them 
on economic grounds. They say such preferences lessen the progressivity of the 
federal income tax and raise the return on small business investment in ways that 
undermine social welfare. In addition, critics contend that some small business tax 
preferences are inappropriate or poorly designed, magnifying any efficiency losses 
they might cause. 
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Small Business Tax Benefits: 
Overview and Economic Rationales 



Some policy issues never seem to vanish from the congressional legislative 
agenda. One such issue is the federal tax burden on small firms and its effect on their 
performance and prospects for growth. 

Many lawmakers view small firms as a whole as a vital and indispensable 
source of job creation, economic opportunity, and technological innovation. Many 
of these same individuals regard current federal taxation of small firms both as a 
barrier to their formation and a drag on their growth, and as a policy instrument for 
stimulating their rates of formation and growth. Such a dual perspective has 
facilitated the enactment of a variety of small business tax benefits in recent decades. 
In addition, the 1 10 th Congress is considering a number of proposals to further reduce 
the tax burden on small business by enhancing some current small business tax 
benefits, creating new ones, or simplifying tax compliance for small firms. 

Existing small business tax benefits and proposals to enhance or expand them 
raise several policy issues. One is the substantial resources transferred to small firms 
through such subsidies and the long-term economic effects of this transfer. 
Statements made by some lawmakers suggest that they think the long-term economic 
benefits of small business tax preferences outweigh their short-term revenue cost. 
Another key policy issue concerns whether these preferences can be justified on 
economic grounds. If such a rationale cannot be found, or if it appears tenuous at 
best, then small business tax preferences may end up harming social welfare in the 
long run. 

This report explores these issues by examining the main small business tax 
preferences and the economic arguments for and against them. It begins with a brief 
description of current federal tax preferences for small firms, then reviews what is 
known about the economic role of small firms, and concludes with a discussion of 
the principal economic arguments for and against these subsidies. 



Firm Size: How Small Is Small? 

When considering the ways in which the federal tax code favors small firms and 
what is known about the economic role of small firms, it is useful to understand how 
small firms are defined for tax purposes. 

Crafting such a definition in a manner that is widely accepted is a challenge, as 
there is no uniform definition of a small firm in the many federal laws and 
regulations offering assistance to small business. Instead, several criteria are used to 




